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Auditing
QUESTION 1:
Draft a form of certificate to accompany the financial statements you have
prepared for Best Products Company of New York. The balance sheet indicates
a net worth of $10,000,000. Your examination for the fiscal year ended March 31,
1935 has just been completed and you have complied, with certain exceptions,
with the minimum requirements laid down in the pamphlet, "Verification of
Financial Statements." The exceptions are:
(a) You have made no examination of the assets of a foreign sub
sidiary which consist of cash and receivables totaling $22,000 after con
version at the current rate of exchange.
(b) You have circularized neither debtors nor creditors.
(c) You have found inadequate provision for bad debts in the
amount of $50,000.
QUESTION 2:
In your 1934 audit of the accounts of a paving contractor, you find that pay
ments of more than $100,000 have been made during the current year to public
officials responsible for securing contracts for the company, the charge having been
made to advertising expense. These payments amount to more than one-half the
total selling and administrative expenses for the year. Would you regard their dis
closure vital to your certificate or financial statements? If the disclosure is agreed
to, illustrate the procedure you would employ.
QUESTION 3:
Benson and Albert, Inc., a wholesale grocery in Cincinnati, has in its employ
agents in Brazil to whom letters of credit are given for the purpose of making
purchases from time to time of coffee and certain other commodities which are
shipped to this country. During your audit as at December 31, 1934, the bank
reports to you the following facts as at that date:
"In accordance with your request we are pleased to report the items
making up the liability of Benson and Albert, Inc., on Commercial Letters
of Credit as of the close of business December 31, 1934:

Liability on Commercial
L/C No.
1628
1627

Letters of Credit
Expiring
Amount
Date
$1,305.00
1-12-35
6,693.20
1-13-35."

How would you report these facts on your balance sheet?
QUESTION 4:
Name five items the disclosure of which you deem essential to any annual
statement of profit and loss transmitted to stockholders.
QUESTION 5:
What procedure would you recommend for the audit of fixed-asset retire
ments during the year?
QUESTION 6:
In what manner would you attempt to determine the adequacy of a reserve
for depreciation and obsolescence on dies, jigs, and patterns?
QUESTION 7:
Enumerate briefly the steps you would take in a security count where there
are some two hundred items.
QUESTION 8:
In your audit of a large manufacturing company you discover that the direc
tors have authorized the yearly distribution to major officers of a bonus equal to
2% of net profit. The president of the company has taken the position that in
arriving at the figure on which the 2% should be applied, neither Federal income
tax nor the bonus itself should be deducted. What argument would you advance in
favor of or in opposition to the president's stand?
QUESTION 9:
In the course of your audit of a corporation you learn that during the year
a large sum was loaned to the president for the purpose of maintaining the mar
ket price of the company's common stock. His trading operations were fortunate
in that they resulted in substantial profits to himself. Before the close of the com
pany's fiscal year the loan was repaid by the president, with interest. In view of
the fact that no indebtedness owing from the president existed on the balance-sheet
date, would it be proper to omit from your report any mention of the transaction?
QUESTION 10:
Officers of the A Company for several years have allowed portions of their
salaries to remain unwithdrawn, and at December 31, 1934, a total of $600,000
had been thus accumulated. In February, 1935, you find that the liability of the
company to these officers was reduced $500,000 by a credit to treasury capital
stock. What effect, if any, would this have on your classification of the obligation
to officers as a current liability at December 31, 1934?

QUESTION 11:
What audit procedure should accompany your first examination of the capitalstock account of a company?
QUESTION 12:
The vice-president in charge of the credit department of a bank, having been
given a copy of a customer's annual audit report you have just completed, asks
you to confer with him on certain questions which he feels that with your knowl
edge of the business you can easily answer for him. In view of the confidential
relationship which exists between the professional accountant and his client, would
you feel free to answer his questions?
QUESTION 13:
Under what conditions would you insist on including in an annual report in
tended for creditors and stockholders separate financial statements of a holding
company whose subsidiaries are the units making up a large manufacturing enter
prise? In the past only brief consolidated statements have appeared in the auditor's
report and the president of the company has taken the position that this practice
should be continued.
QUESTION 14:
How would you display minority stockholders' interest on a consolidated
balance sheet?
QUESTION 15:
In your report on the accounts of a listed company how would you call at
tention, if at all, to the fact that this year's compensation to officers has increased
from $200,000 in 1933 to $450,000 in 1934 by virtue of a bonus plan approved by
the board of directors at the beginning of the latter year? Net profit for 1933
was $17,000 as compared with net profit after bonus in 1934 of $360,000.
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Principles and Practice of Accounting
QUESTION 1:
In the prospectus of a short-term note issue you find a statement reading,
"net profit before any deduction for interest and before providing for depreciation
has averaged for the last five years two and one-half times the interest require
ments of this issue presently to be outstanding." If a prospective investor should
ask you to discuss with him the meaning of this statement, what would you tell
him?
QUESTION 2:
A certain manufacturing enterprise prior to the depression enjoyed a workingcapital ratio of approximately 2 to 1. Now, with a greatly reduced volume and
despite the payment of dividends throughout the depression from surplus previ
ously accumulated the ratio has risen to nearly 10 to 1. Explain how this apparent
paradox may exist.
QUESTION 3:
Is gain from the repurchase and resale by a corporation of its own shares of
capital stock a proper addition to earned surplus? Explain.
QUESTION 4:
What general principles should be observed in the valuation of investments
(an asset)?
QUESTION 5:
Under what circumstances is it permissible to charge repairs to a depreciation
reserve?
QUESTION 6:
In preparing consolidated statements—
a. What part of the surplus of a subsidiary company may be taken
up as earned surplus?
b. How should dividends on preferred stock of a subsidiary in the
hands of the public be treated in the consolidated income account?
c. If a company owns 95% of the stock of a company which sus
tained a loss of $100,000 in 1934, what loss should be reflected in the
consolidated income account?

QUESTION 7:
What treatment should be accorded intercompany profits in inventories?
QUESTION 8:
By the terms of a trust indenture, a company is required to deposit $100,000
annually on April 1, in a sinking fund for the retirement of funded debt. In pre
paring a balance sheet as at December 31, what, if any, effect does this provision
have on the statement?
QUESTION 9:
Discuss the probable significance of the following note accompanying the in
come statement appearing in a recent report of the American Radiator and Stand
ard Sanitary Corporation:
Increase in valuation of fixed assets of foreign affiliated companies
if calculated at rates of exchange current December 31, 1934, but not in
cluded in income or surplus, $6,923,815.
QUESTION 10:
M. Company commenced operations July 1, 1934, with an authorized and
subscribed capital of $200,000, one half paid in by July 5, 1934. No further de
mands have been made on subscribers and at December 31, 1934 you find that
the $100,000 paid in in cash is probably ample for the present scale of the com
pany's operations. Stock certificates have been issued in the amount of the $100,000 paid in. What are your suggestions for reflecting the unpaid subscriptions
on the balance sheet?
PROBLEM 11:
Adam and Bede are partners in the A. B. Hay & Feed Company. The articles
of partnership include the following provisions:
(1) Interest at the rate of 6% is to be credited to each partner's
account at the end of the year; the interest computation is to be based
on the respective capital accounts as of the end of the preceding year.
(2) Remaining profits, if any, are to be divided equally.
(3) In the case of the death of either partner, the partnership is
to be carried on by the surviving partner not more than 60 days after the
date of death, at which time final liquidation and settlement are to be
made.
Adam died on August 15, 1934. Under the terms of the will, a trust was set
up, the life tenant of which was Adam's wife. The remainder men were Adam's
two sons. The will provided that the capital of the trust was to be kept intact.
The interest in the A. B. Hay & Feed Company was included in the assets of
the trust.
The capital accounts at December 31, 1933 were:
Adam
Bede

$76,250.00
37,950.00

Profits were as follows:
7 ½ months ended August 15, 1934
9½ months ended October 15, 1934

$12,826.00
17,346.20

Bede made a settlement with the trustee of Adam's trust as of October 15,
1934 whereby Bede paid to the trustee $100,000 for Adam's capital as of Decem
ber 31, 1933 and Adam's portion of the estimated goodwill of the company. In
addition, Bede paid the trustee Adam's share of profits for the year 1934 to Oc
tober 15, 1934.
Set up journal entries recording the above transactions on the trustee's books.
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Commercial Law
AGENCY
QUESTION 1:
If an agent, without the authority of the principal, intermingles the money of
the principal by depositing it in bank in the agent's private account, and the bank
fails and the entire deposit is lost, does the loss of the amount fall upon the prin
cipal or the agent? Why?
PARTNERSHIP
QUESTION 1:
Doe and Roe were copartners. Doe owed X $4,000. To settle this account
Doe gave X a note for $4,000 signed by himself, and indorsed by him with the
firm name, Doe & Roe. The note being unpaid at maturity, X sued the firm of
Doe & Roe. Roe alone defended. The evidence showed that Roe knew nothing
of the transaction until the note was overdue. Doe was unable to pay the note,
but the firm of Doe & Roe had such ability. Was the firm liable? Explain.
QUESTION 2:
John Bradley was employed as a clerk on salary by a firm doing business as
John Bradley & Company. Adams, who knew Bradley, went to the store of the
firm, found Bradley, and, after talking with him alone, sold goods of the kind
dealt in by the company, which later were billed to and delivered to the firm.
Adams did not ask who constituted the firm of John Bradley & Company, did not
know, and was not informed by Bradley. Adams sued Bradley individually for
the bill. Can he recover?
QUESTION 3:
To what extent, if any, is a firm liable for the torts of a partner? Briefly
define, so to differentiate, the following: ( a ) Limited Partnership; (b) Joint Stock
company; (c) Voluntary association.
NEGOTIABLE INSTRUMENTS
QUESTION 1:
Lea executed and delivered to Perrin a promissory note in the following
form: "For value received, on or before June 30, 1932, I promise to pay to Stanis-

laus Perrin or order Nine Thousand Dollars, or at his option, give the holder all
my interest in Patent XB-73941. (Signed) Leo Lea, at Baltimore, Maryland,
January 1, 1932." Is the instrument negotiable in this form?
QUESTION 2:
Who is a "holder in due course?"
CORPORATIONS
QUESTION 1:
The directors of a domestic manufacturing corporation, owning land and ma
chinery, pursuant to a vote of a majority of the stockholders, but against a protest
of a minority, propose in good faith to sell and transfer to a new company the
whole property of the corporation, taking stock in payment. The minority stock
holders desire to restrain the corporation and directors from making such sale
and transfer, on the ground that it will not be advantageous to the stockholders,
which is a fact. They apply to you; what advice will you give them?
QUESTION 2:
There is a suit by a creditor of a de facto corporation against fifty stock
holders to collect a debt of the corporation. The stockholders had in good faith
attempted to incorporate under a valid law, and had honestly transacted business
as a corporation, although incorporation was not complete. Are the stockholders
liable as partners?
SALES
QUESTION 1:
Zimmer, a dealer, ordered from Zander 500 cases of liquor at $25 a case,
f.o.b. point of delivery, terms of payment, thirty days. After the goods had been
shipped, and before reaching destination, the seller learned that Zimmer had be
come insolvent, and he then stopped the goods in transitu. Zimmer had sold the
liquor to Zeigler, at a profit of $5 a case. Because of Zander's failure to deliver
the liquor, Zimmer brought suit to recover the loss he had sustained. Was he
entitled to recover? Give reasons.
CONTRACTS
QUESTION 1:
Black was indebted to Brown on a judgment note in the sum of $500 and the
note was past due. Brown was about to enter judgment on the note. Green en
tered into an oral contract with Brown that in consideration of Brown's refraining
from taking judgment against Black on the note, he, Green, would pay Brown the
amount of Black's indebtedness. Green would receive no benefit from such for
bearance. Brown refrained from taking judgment on the note. Green later re
fused to pay Black's indebtedness to Brown, and Brown brought action on the
oral contract. Can he recover?
QUESTION 2:
In May, 1933, a wealthy publisher offered, through publication in his several
newspapers, to award $25,000 to the person whose plan for abating the smoke

nuisance was accepted by the municipal authorities of a certain large city. In
October of the same year notices of the same type were placed in the same news
papers withdrawing the offer. In November of that year, a young engineer hav
ing read the offer but not the revocation, did submit a secret plan he had evolved
from much research and study, to relieve the smoke nuisance, and it was accepted
and made public by the municipal authorities. He sued the publisher for the award
the latter had offered. Should the suit be successful? Give reasons.
TAXATION
QUESTION 1:
Name the Federal excise taxes now in effect which directly touch almost all
business concerns?
QUESTION 2:
If you believe any of the provisions of the present Federal income tax law,
with respect to determining net income, are inconsistent with sound accounting,
name such provisions, or as many as five.
BANKRUPTCY
QUESTION 1:
How far is provable in bankruptcy a claim of the bankrupt's landlord for rent
to accrue under a written lease having one year yet to run?
QUESTION 2:
What discretion has the trustee in bankruptcy regarding doubtful assets?
QUESTION 3:
When is confession of insolvency an act of bankruptcy? Name several other
acts of bankruptcy.
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Principles and Practice of Accounting
QUESTION 1:
A music publisher has charged the cost of plates (from which the music is
printed) to a capital-asset account which he depreciates at the rate of 5% annually.
The depreciated book value of plates has risen each year notwithstanding a more
or less constant volume of sales and a rather consistent book net profit. You learn
that many of the published numbers sell for years, while others have a life of only
a few weeks and that any forecast of future sales of publications would be impos
sible. Outline a depreciation policy which you believe the publisher should adopt
in preference to the one now in force.
QUESTION 2:
X company owns five manufacturing plants, one of which has been completely
shut down for more than a year. Should depreciation be taken on this plant and,
if so, how should it be reflected in the income or surplus accounts?
QUESTION 3:
Assume that a manufacturing company operated at full capacity in 1933, and
that the ratio of overhead to direct labor was 125%. In 1934, the company op
erates at less than capacity, and as a result the ratio is increased to 200%. Disre
garding other factors which might affect your decision, state your opinion as to
the rate of overhead which it would be proper to use in valuing the inventory at
the close of 1934.
PROBLEM 4:
The Fox Drug Co. was organized July 1, 1926 by Peter Fox and James
Cruze. Capitalization of the company consisted of 500 shares of $100-par-value
common stock and 750 shares of 7% $100-par cumulative-preferred stock. Fox
subscribed for common stock totaling $25,000 in payment of which he turned over
to the company certain processes and formulas which were recorded at par. Cruze
subscribed for a similar amount of common stock in payment of which he turned
over a building which was likewise recorded at the par value of the stock. The
preferred stock was sold to outsiders at par.
On June 1, 1928, the company was reorganized in order to secure additional
capital for new buildings and certain new types of laboratory equipment. Additional

preferred stock of $75,000 was authorized and issued at par as of July 1. The
common stock was canceled and 4,000 shares of no-par stock were authorized
having a stated value of $25 a share. Each share of old common received four
shares of new no-par stock. Fox and Cruze each purchased 1 share of the new
common at $25 a share in order to maintain control. The balance of the shares
were sold to the public at $37.50 a share. The difference between stated value
and sales price was credited to surplus.
Within a short period of time, the company's business began to decline and
at December 31, 1933 it was decided to reorganize in order to write off inflated
asset values and eliminate unpaid preferred dividends which had accumulated
from January 1, 1933. In this connection the officers have asked you to sum
marize for them from what sources funds have been obtained and for what pur
poses they had been expended, from the inception of the business in 1926. You
are requested to prepare this information.
The trial balance of the company at December 31, 1933 was as follows:
Cash in banks
$ 34,897.78
Accounts receivable
48,837.26
Inventories
79.680.56
Other current assets
4,763.92
Machinery and laboratory equipment
39,019.17
Office furniture and fixtures
!6,239.26
Land and buildings
96,592.73
Formulas, processes, patents and copyrights
20,000.00
Notes payable
$ 20,000.00
Accounts payable
38,937.72
Accrued liabilities
6,298.00
Other current liabilities
5,726.28
Allowance for depreciation — machinery and laboratory
equipment
15,607.68
Allowance for depreciation—office furniture and fixtures
3,119.63
Allowance for depreciation—-buildings
9,659.27
Allowance for doubtful accounts
11,519.26
Common stock, no par
100,000.00
7%-cumulative-preferred stock. S100 par
150,000.00
Surplus (deficit*)
$30,837.16
$330,030.68 $330,030.68
*Red.
Additional facts to be considered are:
(1) Common-stock dividends were paid at the rate of $10 a share on De
cember 31, 1927, $3 per share in 1928 and 1929, and $1.50 per share in 1930.
(2) In 1926 and 1927, $20,000 of the formulas account was written off to
earnings. During the life of the company, certain rights and processes were sold
for $10,000 which were credited to patents.
(3) In 1928, the original building was sold for $38,000. Accumulated de
preciation at the time of sale was $2,500.

B O A R D OF ACCOUNTANCY
DISTRICT OF COLUMBIA
EXAMINATION, MAY, 1935
MAY 18, MORNING SESSION

Practical Accounting
PROBLEM 1:
The New Deal Subsidiary Corporation is wholly owned by the New Deal
Corporation. You have been called in by the trustee for the 6% debentures of
the New Deal Subsidiary Corporation to prepare a balance sheet of that company
as of December 31, 1934.
In examining the indenture, you discover the following provisions:
"The New Deal Corporation guarantees that the net earnings of the
New Deal Subsidiary Corporation during each year shall be at least
150% of the annual interest charges on all its indebtedness outstanding
at the end of the year. 'Net earnings,' as referred to herein, shall be the
excess of cash receipts over cash disbursements before interest deduc
tions. The New Deal Corporation further guarantees that so long as
any of the 6% debentures of the New Deal Subsidiary Corporation are
outstanding, the value, not exceeding market, of the tangible assets of
the subsidiary at the end of each year shall be at least 125% of the total
amount of all its funded debt and notes payable. The New Deal Sub
sidiary Corporation shall, upon determination of any deficiency or defi
ciencies, as set forth above, bill the New Deal Corporation for such de
ficiency or deficiencies, and adjust the balance sheet and profit-and-loss
statement at the end of each year to conform with the requirement of
the indenture. The New Deal Corporation shall pay such deficiency or
deficiencies in cash."
Other facts discovered in the course of your examination are:
There were no additions to fixed assets in 1934, but fixed assets
totaling $56,500 were charged to the reserve for depreciation.
The amount of accounts receivable written off against the reserve
for bad debts during 1934 was $24,000.
Market values at December 31, 1934 of $100-par common stock of
the Q.E.D. Company, the 7% preferred stock of the I.O.U. Company,
and the no-par value stock of the F.O.B. Company were 60, 50 and
42½, respectively.

THE NEW DEAL SUBSIDIARY CORPORATION
Trial Balances
After Closing
Before Closing
Debits
Dec. 31, 1933 Dec. 31 1934
Fixed assets
$ 5,256,500
$ 5,200,000
Amortization of debt discount and expense
30,000
Inventories
384,000
588,000
Prepaid interest
12,000
Cash
625,000
498,000
Operating expenses (including provisions for de
preciation and bad debts)
1,128,500
Customers' accounts receivable
439,000
275,000
Unamortized debt discount and expense . . . .
277,500
247,500
Other interest expense
6,000
Property taxes
80,000
Investments (see schedule below)
4,850,000
4,850,000
Interest on funded debt
420,000

Credits
Common stock, no-par value. 6,000 shares
Reserve for bad debts
Sales to customers
Accrued property taxes
Reserve for depreciation
5% note payable September 1, 1935
Reserve for losses on investments
6% debentures, due April 1, 1943
Earned surplus
Accrued interest on funded debt

INVESTMENTS
O. E. D. Company $100-par common stock
I.O.U. Company 7% preferred stock
F. O. B. Company No-par common stock

$11,832,000

$13,335,000

$ 3,000,000
78,000

7,000,000
552,000
105,000

$ 3,000,000
78,000
981,000
245,000
1,014,000
360,000
255,000
7,000,000
297,000
105,000

$11,832,000

$13,335,000

200,000
897,000

17,500 shares
11,000 shares
40,000 shares

$1,750,000
1,100,000
2,000,000
$4,850,000

